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THE DIRECTOR’S JOB

“THE CASE OF THE
PERPLEXED PASTOR” AND
OTHER TALES OF BANK
BOARD MEMBER SALES

The pastor had a problem. His church

would be holding five services on
Christmas Eve, including a midnight
mass. The evening’s collections were
always quite high, for holiday time. Too
much cash, in fact, for church officials to
feel comfortable having on the premises.
For years, the large institution that the pas-
tor’s church had banked with had accom-
modated this special need, by providing a
holiday night pickup. But now the mega-
bank’s local branch had a new manager.
And he'd made it clear to the pastor a day
or two earlier that the Christmas Eve pickup
service would no longer be provided.
The pastor wondered what he could do,
and on such short notice.

CALLING ON A DIRECTOR
Then the clergyman remembered Vincent
Braband, a local insurance agent who
served on the board of Mount Prospect
National Bank. For ages, Braband would
periodically call on the pastor, urging him to
switch to the community bank’s services. But
the pastor had always felt he should stick
with the perceived security of the larger insti-
tution. Yet his concerns about Christmas Eve
were growing. So he phoned Braband.
“Vincent, I've got a little bit of a problem
here,” the pastor began. The director heard
him out as he told the story. “So, what do
you think about that?” the pastor concluded.
“Give me a little time to work on this,”
Braband said. Two nights later, on
Christmas Eve, the bank’s president, John
Eilering, “who wasn't even of that faith,”
says Braband, and the bank’s guard, came
to midnight mass, took the thousands of dol-
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DEAR

DIRECTOR:

While Subprime Focus Dominates,
Commercial Real Estate Lending
Also Draws Increased Scrutiny

Much of the activity in Washington,
at the regulatory and congressional
levels, and in industry circles, con-
tinues to involve subprime lending
troubles, and the future of residen-
tial mortgage lending. Yet there’s
whole ‘nother side to banks’ real
estate activities, the commercial real
estate lending business. This has
been a particular growth channel
for many banking companies, espe-
cially community banks.

In recent years, banking regulators
have been warning about the com-
mercial side almost as much about
residential. Just a little over a year
ago, in December 2006, federal
banking regulators, after much
“throat clearing” about commercial
real estate, published “Joint
Guidance on Concentrations in
Commercial Real Estate Lending,
Sound Risk Management Practices.”
(The Office of Thrift Supervision
released similar guidance on its
own.) The document set up thresh-
olds on commercial real estate and
construction and development lend-
ing efforts that, when bypassed,
warranted additional risk manage-
ment and related practices.

As detailed in last month’s open-
ing article, the level of noncurrent

loans has been rising in multiple
real estate lending categories. The
state of some of these markets was
the focus of an article in the Winter
issue of FDIC’s Supervisory Insights,
“Managing Commercial Real Estate
Concentrations,” which its authors
presented as a followup to the 2006
guidelines. The January ABA
Banking Journal cover story focuses
on such matters as bankers’ experi-
ences in their first examinations
after publication of the regulators’
2006 guidance. (Also, see box below.)

Portfolio management focus
In the banking regulators’ joint
document, and in the followup arti-
cle, which can be found on
www.fdic.gov, much stress is put on
abilities to monitor and manage
concentrated exposures. This
applies both to aggregate levels of
such lending, and, in the case of
overall commercial real estate lend-
ing, to rapid rates of growth in
these categories. In recent years,
with competitive organizations gob-
bling up many other opportunities,
local commercial real estate and
construction and development lend-
ing have represented the best
growth options for many banks.
DEAR DIRECTOR contfinves on p. 2

Survey Preview: Examiners’ CRE Scrutiny Growing

The Community Bank Competitiveness Survey,
to be published in March, found that 38.7% of
banks responding had seen examiner teams
make commercial real estate lending the exam’s
maijor focus. This was the strongest factor
reported by the bankers, and higher than the
result seen in the previous year’s survey. In that
edition only 26.8% of the banks reporting said
commercial real estate was examiners’ top con-
cern. The larger the bank, the more likely that

commercial real estate received the most atten-
tion. State-chartered institutions examined by
FDIC and the Federal Reserve Board reported
this as the exam teams’ top concern somewhat
more frequently than did federally chartered
banks and savings institutions.

The annual survey is a joint project of ABA's
America’s Community Bankers Council and
ABA Banking Journal. More than 650 banks
and savings institutions took part.
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“"Four or five exams
down the road,

. il Such lend-
examiners wi ing has
begin using the always been
guidance more as subject to
a regulation” swings,

sometimes

violent ones, such as the debacle of
the 1980s. But FDIC’s supervisory
article observes:

“Today, many lenders, directors,
and senior officers have not experi-
enced a CRE downturn in their
careers. They may never have
learned the lessons of the 1980s or
may view them as distant history
that ‘can’t happen again’.”

The article notes that many safe-
guards were built into the regulato-
ry system after the 1980s troubles,
“to prevent a recurrence of the ill-
conceived practices of the past.”
One such change cited is the exten-
sive regulation that was set up on
the appraisal industry and on
banks’ and savings associations’ use
of appraisers.

Yet, because so many players in
today’s industry didn’t live through
the bad times, the rapid and signifi-
cant growth in commercial real
estate exposures has worried the
regulators. Hence their stress, in the
guidelines, on the need for those
who built up their exposures to have
systems in place for tracking risks.

* A South Carolina banker taking
part in a roundtable discussion in
January’s ABA Banking Journal had
this to say, after his bank’s post-
guidelines examination:

“Qur experience with OCC was
that if they could see the documen-
tation that we give to our board
about the concentrations, and how
we disclose what we’re doing to the
board about the concentrations, and
how we disclose what we’re doing
to the board, and the quality of
loans, and that the board is accept-
ing of the risks, then we were OK.”
* A savings institution which con-
centrates almost exclusively on resi-
dential construction lending, with
some residential mortgage lending,
found its FDIC exam to be much
rougher going The agency brought
in trainee examiners, as well as
experienced ones, and they scruti-
nized more than half the portfolio.
Some criticisms were made, and the
team made the bank charge off a
loan—something the bank hadn’t
done since the Depression.

e A Utah banker, whose recent exam
turned out fine, said he was still
concerned: “Four or five exams
down the road, the examiners will
begin using the guidance more as a
regulation, and will tell you that
you have to do certain things.”

Some bankers have put the systems
and controls desired by the regula-
tors into place—some banks were
actually ahead of the agencies—but
others are still trying to catch up.

“We’re still working on the report-
ing,” says a Virginia banker. “It was
not a slam dunk. We’re looking at
outside vendors to help us do a bet-
ter job. For now, we have something
we cobble together, manually.”

Interrelated markets

What makes the commercial real
estate and construction lending
arena extra tricky is that neither
exists in a vacuum.

Banks that lend to builders and
developers of residential properties
and subdivisions are affected by
what’s been going on in the sub-
prime and other portions of the res-
idential mortgage market.
Foreclosure sales, “fire sales” by
large national builders trying to
unload excess inventory of complet-
ed homes, and more, all take a toll.

“Three years ago, there was zero
inventory of homes. You couldn’t
build them fast enough,” said a
West Virginia banker. Now, “there’s
probably somewhere around 18
months inventory out there.”

Yet while most lenders interviewed
by ABA Banking Journal have seen

Continuity planning when people, not places, present a problem

Lessons learned from floods, hurricanes, 9/11, bliz-

zards, forest fires, and more events of the recent past
have all shaped the discipline of “business continuity
planning.”

Key aspects of such planning, which come under
board oversight responsibility, include advance provi-
sions for backup equipment, backup facilities, offsite
storage and backup of key records, and other data
processing and physical facility planning.

But what if the trouble that hits your bank didn't
affect facilities, but instead, people2 What if @ major
outbreak of disease, perhaps even a pandemic,
threatened to cripple your institution’s employees,
either through direct infection, or the need to care for
stricken family members2

Such questions are among those that the federal

quk:ﬁors want financial institution boards and man-

agement fo be asking—and, through oversight of
management efforts, answering. On Dec. 12 the
interagency Federal Financial Institutions Examination
Council published an “Interagency Statement on
Pandemic Planning.” The document follows on a
March 2006 interagency advisory dealing with
preparing for outbreaks of flu, prompted by the con-
cerns of a year or so ago about avian influenza.

“An institution’s board of directors is responsible for
overseeing the development of the pandemic plan,”
the statement said. “The board or a committee thereof
should also approve the institution’s written plan and
ensure that senior management is investing sufficient
resources into planning, monitoring, and testing.”

The document reports that experts project that 40%
of business workforces would be absent due to per-
sonal or family illness during the peck of a pandemic.

Institutions will find this type of planning very differ-
ent: “Moving employees to an alternate facility that is
typically used during a natural disaster or other emer-
gency, may not be an appropriate or feasible way to
continue operations in a pandemic. There may be a
shortage of available staff to relocate and it is possi-
ble that the alternate site might be affected....”

The agencies expect plans to include: prevention,
through communication, education, and monitoring of
employee health; planning, including a written strate-
gy designed to scale up or down depending on how
heavily any pandemic affects the bank; preparation,
in the form of a detailed framework of facilities, sys-
tem, and procedures that will enable the institution to
keep operating; festing, to rehearse the institution’s
plan and pinpoint weaknesses; and oversight, to be
sure the plan adapts to change.
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lars collected all day, and brought / . k [
the money directly to the bank for CommUm'}’ ban ConFer_ence eatures

safekeeping in the vault. director peer group session
And the pastor slept very, very A special peer group session just for directors awaits

calmly that night,” Braband board members who attend ABA’s National

reports. . Conference for Community Bankers, Feb. 17-20,
That was one happy ending, and | olando, Fla.

here’s another. As a result of the The session, set for Feb. 18, is titled, “The

bank staff going one step beyond Director’s Survival Kit,” and will be presented by
the norm, Mount Prospect National Philip Smith, managing director, Gerrish McCreary
not only picked up the business of | smith LLC. Itis sponsored by this newsletter.

that pastor’s church, but the busi- Directors of ABA member banks qualify for a spe-
ness of 11 others, much of the suc- | gl registration rate of $795. This represents a sav-
cess due fo the pastor telling that ings of $300 over the ABA member-bank price. For
story over and over again. Mount further information, contact jbuck@aba.com

similar changes come to their markets,
in others homes continue to move.
One Texas banker reports that while
very large and very small homes aren’t
selling, midsize models continue to.
“Monitoring speculative single-family
housing development can be especially
challenging,” FDIC’s paper stated.
“Institutions must have a clear under-
standing of the demand for housing
within geographic areas, submarkets,
or specific projects, as well as price
points within markets or projects.”

And while banks that don’t do any
residential lending in any form aren’t
affected directly by troubles there,
analysts are concerned about commer-
cial properties and pending projects
being affected by residential trends.

A recent commercial real estate
report by CoStar Group noted that
shopping center vacancies were begin-
ning to rise, especially in strip centers,
neighborhood centers, and community
centers. One manager of shopping cen-
ters told CoStar that as home values
decrease, consumers spend less, which
hurts center merchants. In addition,
many merchants who are locally based
rely on their own homes’ equity for
credit access, the report pointed out.
As that equity falls, so does their abili-
ty to finance their efforts.

Bankers interviewed around the
country give varying reports on non-
residential commercial real estate
lending. In some areas this type of
lending has slowed down considerably,
while in pockets, here and there, pros-
perity continues.

Ways of watching
The FDIC’s supervisory paper admits
the need for lenders to really know
their local markets and build their
own systems for tracking activity and
performance, given the lack of vendor-
supplied real estate data for many
markets outside of metropolitan areas.
“Institutions should track available
inventory and their own levels of
exposure at a level of granularity suf-

DEAR DIRECTOR continues on p. 4

Prospect is a northwestern suburb
of Chicago with 55,000 people—
and 18 banking offices competing for
their business—so every plus helps.
“That's my best-ever business referral,
that'’s my home run,” says Braband.
He spoke during the recent telephone
briefing, “Boards That Selll: How
Directors Can Develop New
Business.” It was presented last
November by ABA's America’s
Community Bankers Council and ABA
Bank Directors Briefing.

STRUCTURING DIRECTOR SALES
Braband was reflecting on ten years
of board service at Mount Prospect
National, recently sold to another insti-
tution. The Mount Prospect board, and
its CEO, veteran banker John Eilering,
put a premium on director involvement
in the bank'’s sales efforts.

In fact, because Eilering felt director
business prospecting was so impor-
tant, he and the bank’s other organiz-
ers started the bank with a wider-than-
average net—a 14-director board.
Some banking friends told him that
was a mistake, but time proved that
the approach worked.

Over the bank’s history, it expected
four duties from its directors, on the
sales side, noted Eilering:

* Getting involved in the community.
Each director was expected to be
involved with, and, where possible, to
lead, community-based organizations.
Each carried a calling card with bullet
points about bank products and servic-
es, to help whenever the opportunity
to bring up the bank arose. Directors
were also given brochures and similar
material to hand out when warranted.
* Participating in the Director’s Duty

Program. Every Saturday, one director
would stand in the bank's lobby, greet-
ing customers, answering questions,
and handing out calendars and knick
knacks. This helped give the bank and
its board a public face, and set apart
Mount Prospect National from its more
anonymous competition.

* Doing business with the bank. Al
directors were required, as a condi-
tion of serving on the board, to move
their companies’ accounts to Mount
Prospect National.

* Getting the bank’s name out there.
Overall, directors were encouraged to
remember fo bring up Mount Prospect
National, its services, and its service. To
this end, the bank routinely issued bank
business cards to board members.

To create some peer pressure,
Eilering said, a significant part of
each board meeting was devoted to
director success stories. “This was a
great elixir for prodding sales among
the directors,” said Eilering.

However, Eilering also wanted to
encourage tfeamwork and camaraderie.
So, instead of providing for individual
special compensation for board mem-
bers, based on sales and referrals, the
bank devised a plan that rewards team-
work.

“At the end of the year, if our goals
were met, the bank would provide non-
qualified stock options to our board
members,” says Eilering.

The combination of efforts, welded to
those of the staff, worked. “In 2006,
we were in the top 15% of Chicago
metropolitan banks, of which there are

THE DIRECTOR’S JOB continues on p. 4
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ficient to allow management to determine if the insti-
tution should curtail lending for specific products or
in locations of concern,” the report stated.

The paper emphasized that there is no “one size fits
all” solution to risk monitoring and risk management
for banks. However, in terms of guidance on what
examiners will find acceptable, it gave advice on
three essential elements for such systems:

1. Transparency: “Account officers, loan review per-
sonnel, and regulatory examination staff should be able
to review rating guidelines and reach the same conclu-
sion on the rating grade assigned to individual credits.”
2. Granularity: “At a minimum, the risk rating sys-
tem should rank order risk in the portfolio and pro-
vide enough grades so that the vast majority of loans
do not fall into just one grade. A granular rating sys-

tem that effectively rank orders risk should aid man-
agement in identifying the exposures that should be
reduced or eliminated if a commercial real estate
downturn appears to be on the horizon.”

3. Independence: “Individuals outside of the lending
process should evaluate and validate the entire
process.”

Along with monitoring and management, the paper
discussed the importance of periodic “stress-testing”
of the institution’s commercial real estate portfolio.
The regulators’ 2006 guidance made it clear that
agencies expect stress-testing, but the FDIC paper
goes into detail about four possible approaches.

Sincerely,
Steve Cocheo
for ABA Banking Journal

THE DIRECTOR’S JOB (cont'D.)

300," said Eilering, “and we had
grown to $550 million in assets. |
attribute a lot of that to our directors
getting out there and doing a good
job beating the drum.”

BEATING THE BANK’S DRUM
Over the years, Eilering said, third-gen-
eration insurance man Braband was

and the bank also devoted some time
to board-level product and services
education, to fit out the directors with
basic understanding.

2. “But | don’t know how to close a
sale.” “In ten years, | never quoted a
CD rate and never gave any specific
information about loans,” said
Braband. “I would say, ‘Let me take

4, "What if the bank asks for too
much, or too high a rate2” This is not
so big a deal as you'd think, says
Braband. In both banking and insur-
ance, said Braband, he has learned
that a firm might lose a client based on
price, but that many times that client or
prospect comes back for better service.
“As far as rates go, there was always

one of his stars. Indeed, Braband did-
n't just learn the insurance business at
his father's knee, but also, to a degree,
the business of being a sales-minded

you fo the bank,” or, ‘Call John

Eilering—or another appropriate offi-

cer. I've known them for years and
they’ll do a good job".”

somebody out there that was lower,”
said Braband, “but when you needed
service, our bank was always there.”
To order a CD, go to www.aba.

board member. In the early 1970s the

Braband said that the stock in trade

com/teleweb/tb111407.htm

elder Braband was part of a group
that formed a local savings associa-
tion. At the time, his son was a teen.

“Dad would take me to the bank on
Saturdays,” he said. He'd watch his
father work with both insurance and
banking customers through the day.

It's not unusual for directors and
trustees to have qualms about selling
or promoting their bank. In Braband's
presentation, he dealt with four of the
classic points of resistance:

1. “What if | don’t know the answer fo
a prospect’s question2” Braband never
represented himself as a banker, just
as a director of a bank he believed in
and that wanted people’s business.

Eilering and his officers made them-
selves available for director questions,

of the director engaging in sales

and referral is not product
knowledge or financial savvy,
but trust.

3."What if the bank says
‘no’2” Any loan prospect that a
director refers to bank employ-
ees may pose a challenge to
bank credit standards or poli-
cies, so directors should never
make any promises. Braband
said he would check back with
prospects he'd referred to the
bank and never had complaints
when they’d been turned down.
He said bank staff would dis-
cuss things frankly with
prospects, explaining why a
loan couldn’t be made.

mutual savings bank officials.

duties where appropriate.

(" ABA releases mutudl governance guide

ABA has released Corporate Governance for Mutuals, a 23-
page compendium, with online appendices and exhibits, for

Qscuss methods of fending them off.

The guide, available through www.aba.com, was written by
Richard A. Schaberg, partner, and Katrina Greiner Wilson,
associate, of the Corporate and Financial Institutions Practice
Group of Thacher Proffitt & Wood LLP, Washington, D.C. It
reviews requirements, recommended practices, and options
for federal- and state-chartered mutual institutions, compar-
ing them to publicly held corporations’ Sarbanes-Oxley Act

The guide pays close attention in several contexts to the risk
mutuals face in “professional depositors,” individuals who
become depositors at mutual institutions with the infention to
force changes in governance, or even sale. Several sections
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